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L QUALIFICATIONS

A. Prof r Ordover

1. My name is Janusz A. Ordover. I am Professor of Economics at New York
University, which I joined in 1973. At New York University, I teach undergraduate and doctoral
level courses in industrial organization economics, which is the field of economics concerned with
competition among business firms and upon which "antitrust economics" is founded. I have
devoted most of my professional life to the study and teaching of industrial organization

economics and to its application through antitrust law and policy.




2. In July, 1991, I was appointed by President George Bush to the position of the
Deputy Assistant Attorney General for Economics in the Antitrust Division of the United States
Department of Justice. In this post, I participated in the drafting of the 1992 Horizontal Merger
Guidelines, which have been widely used by courts and antitrust enforcement agencies. I returned

to New York University in 1993.

3. I have written extensively on a wide range of antitrust and telecommunications
topics, such as mergers and joint ventures, predatory conduct and entry barriers. My antitrust
articles have appeared in the Yale Law Journal, the Harvard Law Review, the Columbia Law
Review, and many other journals, monographs and books, here and abroad. A full list of my
articles and other professional publications and activities is presented in my curriculum vitae,

which is attached as Exhibit 1.

4. I have lectured extensively on antitrust topics to the American Bar Association, the
International Bar Association, and the Federal Trade Commission (FTC). I recently delivered
lectures to the FTC during its hearings on the Future of Antitrust Enforcement, which were
organized by FTC Chairman Robert Pitofsky. I have also lectured on antitrust policy at colleges
and universities in the United States and abroad, and at many conferences and meetings sponsored

by various legal organizations.

5. I have acted as a consultant on antitrust and other competition matters to the
Department of Justice, the FTC, and the post-communist governments of Poland, Russia, and

Hungary. I have also consulted for the World Bank and the Organization for Economic
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Cooperation and Development in Paris. I have acted as a consultant in numerous antitrust
litigations and investigations, including market definition and anti-competitive conduct matters for
the FTC, Department of Justice and private clients in the United States, Australia, Germany and

the European Union.

B. Professor Willig

6. My name is Robert D. Willig. I am Professor of Economics and Public Affairs at
the Woodrow Wilson School and the Economics Department of Princeton University, a position I
have held since 1978. Before that, I was Supervisor in the Economics Research Department of
Bell Laboratories. My teaching and research have specialized in the fields of industrial

organization, government-business relations and welfare theory.

7. I served as Assistant Deputy Attorney General of Economics in the Antitrust
Division of the United States Department of Justice from 1989 to 1991. I also served on the
Defense Science Board task force on antitrust aspects of defense industry consolidation. In
addition, I have been a member of policy task forces under the aegis of the Governor of New

Jersey and the National Research Council.

8. I am the author of Welfare Analysis of Policies Affecting Prices and Products,
Contestable Markets and the Theory of Industry Structure (with W. Baumol and J. Panzar); and
numerous articles, including "Merger Analysis, 10 Theory, and Merger Guidelines.” I am also a

co-editor of The Handbook of Industrial Organization, and have served on the editorial boards of
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the American Economic Review and the Journal of Industrial Economics. 1am an elected Fellow

of the Econometric Society.

9. I have been especially active in both theoretical and applied analysis of
telecommunications issues. Since leaving Bell Laboratories, I have been a consultant to AT&T,
Bell Atlantic, Telstra and New Zealand Telecom, and have testified before the U.S. Congress, the
Federal Communications Commission, and the Public Utility Commissions of about a dozen
states. I have been on governmental and privately supported missions involving
telecommunications throughout South America, Canada, Europe and Asia. I have written and
testified on such subjects within telecommunications as the scope of competition, end-user service
pricing and costing, unbundled access arrangements and pricing, the design of regulation and
methodologies for assessing what activities should be subject to regulation, directory services,
bypass arrangements, and network externalities and universal service. On other issues, I have
worked as a consultant with the Federal Trade Commission, the Organization for Economic
Cooperation and Development, the Inter-American Development Bank, the World Bank and
various private clients. A full list of my articles and other professional publications and activities

is presented in my curriculum vitae, which is attached as Exhibit 2.

H. ASSIGNMENT AND LUSION

10. We have been asked to examine the economic and factual soundness of certain

comments submitted by GTE Service Corporation (GTE) in opposition to the proposed joint




venture (the Global Venture) of AT&T Corporation (AT&T) and British Telecommunications plc

(BT), and the plans by this venture to develop an Internet Protocol (IP)-based network.

11. Specifically, GTE contends that if AT&T and BT are permitted to form the Global
Venture and develop an Internet Protocol-based network, they will "attain a monopoly position,"
and each of their competitors will be "relegated to a fringe position." (Comments in Opposition
of GTE, p. 4). The GTE argument rests (explicitly or implicitly) on the following assumptions:

(A) AT&T and BT already have a "dominant position among MNC accounts."

(B) Once AT&T and BT establish their IP-based network, they will be able to
"migrate"” their MNC customers and thus attain a dominant position among MNC
accounts in the provision of IP-based telecommunications services.

(C)  AT&T and BT will design their IP platform in such a way that the software
applications written for their IP network will not be compatible with other IP
networks. This result will be achieved by adopting proprietary rather than open
Applications Programming Interfaces (APIs) in the Global Venture's IP platform.

(D) Independent software vendors (ISVs) who create applications for the Global
Venture's IP platform will not write equivalent applications for competing IP
platforms, nor will they develop "converters" from one platform to another.

(E)  Because the Global Venture will start with dominance as an IP network provider,
ISVs will develop more and better software applications for the Global Venture's
IP platform than will be available for competing platforms. This, in turn, will

induce more customers to use the Global Venture's IP network, leading to a




"vicious circle whereby their [AT&T's and BT's] dominance becomes ever more
complete and entrenched."

(F)  The Global Venture will thereby achieve and maintain a monopoly in IP-based
telecommunications, not because of any technical superiority of its IP platform but
because AT&T and BT will start with dominance among MNC customers and will

design their IP network with proprietary interfaces.

12.  We understand that there is no evidence to support GTE's allegation that the
Global Venture's IP network will include proprietary APIs, and that GTE's allegation is refuted by
the very documents on which GTE relies. These documents state that the Global Venture's IP
platform will be built on "open and accepted standards for the needed components and
applications,"! which will be "flexible enough to provide features and applications to customers,
regardless of the carrier who ultimately delivers them."> If AT&T and BT do what they say, and
deploy an IP network with open, compatible interfaces, then there could be no concerns of market
dominance because of a "vicious circle" (to use GTE's phrase) or "monopoly tipping” (the term
sometimes used by economists). As Katz and Shapiro pointed out: "With compatibility, there is

one big network and tipping to a single variant is impossible."?

! AT&T/BT Joint Technical White Paper, <http:/att-bt-globalventure.com/technology/whitepaper
.doc>.

2 Global Venture Network, Technology Backgrounder, <http:/att-bt-globalventure.com/
technology/index. html>.

3 Michael L. Katz and Carl Shapiro, Antitrust in Software Markets, Sept. 22, 1998, p. 4-5,
available at <http://www haas.berkeley.edu/~shapiro/software. pdf>.

-6-




13. Our task, however, was not to ascertain whether the actual intentions of AT&T
and BT are consistent with their public statements. Rather, we address whether the formation of
the Global Venture and its planned deployment of an IP-based network could raise significant
competitive or public interest concerns, even if AT&T and BT were to have intentions that

differed from their public statements.

14. We have not addressed the technical issues underlying GTE's argument. Even if
the Global Venture did adopt proprietary, incompatible APIs, that fact would not necessarily limit
the availability of software applications written for the Global Venture's IP network. It ma& be a
relatively straightforward matter for a software developer to issue alternative versions of its
applications for each IP platform. Also, it may be possible for a platform sponsor to include
conversion programs. Such devices, if feasible, could ameliorate any incompatibility problems
and thus prevent the "vicious circle" that GTE describes. The economic literature contains
examples of "converters" used to establish compatibility with a leading firm's proprietary
products.* We do not have the technological expertise to comment on the feasibility of such
arrangements here, but it is an issue that would have to be considered before giving credence to

GTE's claim. In the remainder of this affidavit, we will assume that AT&T and BT could adopt

* For example, Honeywell developed a program that allowed its mainframe computers to run
programs written for IBM hardware. With regard to personal computers, some software
developers used "cross-platform tools" to write applications for either the Windows or OS/2
operating systems. Michael L. Katz & Carl Shapiro, Network Externalities, Competition and
Compatibility, 75 Amer. Econ. Rev. 424, 434 (June 1985); Joseph Farrell & Garth Saloner,
Converters, Compatibility and the Control of Interfaces, 40 Jnl. Ind. Econ. 9 (March 1992),
Stanley M. Besen and Joseph Farrell, Choosing How to Compete: Strategies and Tactics in
Standardization, 8 Jnl. Econ. Persp. 117, 123 n.10 (Spring 1994).
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proprietary APIs that software developers and competitors would be unable to design around --

even though this fact has not been established.

15.  We have concluded that the assumptions underlying GTE's argument are
unfounded, and that GTE has not raised any significant competitive or public interest concerns.
Specifically, we have reached the following conclusions:

(A)  We have seen no evidence that the combination of AT&T's and BT's international
businesses will create market power in any relevant market. In fact, considerable
available evidence indicates that the Global Venture will be subject to strenuous
competition from many other vendors who are more advanced in the development
and provision of IP-based telecommunications services.

(B)  The absence of monopoly power precludes the Global Venture from successfully
executing the putative strategy of adopting noncompatible interfaces to exclude
rivals.

(C)  Regardless of whatever customer relationships that AT&T and BT possess today,
there are powerful economic forces that will likely lead the Global Venture (as well
as other carriers) to adopt open, compatible interfaces in their IP networks.

(D)  The standards for IP interfaces are likely to be public, open and defined by
consensus among major industry participants and standard-setting organizations.
If competition emerges between a public, open IP standard and a proprietary,
noncompatible standard (of the kind GTE attributes to the Global Venture), the
public, open standard is likely to prevail. Any incumbency advantage that the

Global Venture might enjoy by virtue of AT&T's and BT's relationships with
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numerous MNCs is unlikely to enable the venture to achieve dominance with
noncompatible interfaces, even if it took the dubious business risk of such a

strategy.

III. THE ECONOMIC FRAMEWORK FOR EVALUATIN TE'S OB TION

16.  GTE's argument builds on the economic theory of "network effects.” Network
effects exist on the demand side when each person's benefit from using a product or technology
increases with the number of people who also use that product or technology. Both
telecommunications and the Internet are characterized by strong network effects. These
technologies become more valuable as users are able to reach more people. For example, a fax
machine is more useful as the number of people with compatible fax machines increases.
Software platforms may also exhibit network effects. As the‘user base grows, more applications

are written for the platform, making it more attractive to the next wave of users, while increasing

the incentive of existing customers to stay with the platform.

17.  When network effects are strong, a dominant standard is likely to emerge. It
could be a proprietary one, but there are often strong incentives for market participants to push
for an open standard. As explained more fully below, an open standard may be favored by users,
by competing producers, and by suppliers of complementary goods and services. Standards are

established in different ways:




A)

(B)

©

D)

18.

Government agencies establish standards. For example, the worldwide standards
that link telecommunications carriers and networks were established by a
multinational organization, the International Telecommunications Union.

Private standard-setting organizations have established a number of recognized
industry standards. In the United States, Committee T1, an organization
accredited by the American National Standards Institute (ANSI), has set the
standards governing interconnection and interoperability of telecommunications
networks at interfaces with end user systems and carriers. With regard to the
Internet, the continuing evolution of the major networking standards, including IP
and TCP, as well as a number of service application standards, is overseen by the
Internet Engineering Task Force (IETF), an arm of the Internet Society.
Standards are sometimes established by agreement among major industry
participants, or by a single market leader. Other companies then follow the
standard.

A dominant industry standard may emerge in the marketplace as the result of
competition between different, incompatible technologies -- a competition that is

often referred to as a "standards war."

When network effects are strong, a standards war will often result in a decisive

winner because of a bandwagon phenomenon known as "tipping." If one product takes a clear
lead, that fact makes the product more attractive to other customers (and to the businesses that
support the product with complementary goods and services). For example, it is widely believed

that network effects contributed to the enormous consumer acceptance achieved by the Microsoft
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Windows operating system for personal computers. As the Windows user base grew, more
applications were written for Windows, thus providing consumers with an even stronger reason to

prefer that operating system.

19.  The fact that tipping occurs, and that one product (or standard) becomes
dominant, does not imply that the outcome resulted from any anticompetitive behavior or that the
emergence of a single standard is contrary to the public interest. Even if it may be the case that
occasionally the "wrong" technology wins, in the sense that the market settles on a standard that
is inferior to possible alternatives,® the underlying cause may have nothing whatsoever to do with
any business misbehavior. Even Microsoft's critics agree that there is "nothing inherently

anticompetitive" about market dominance resulting from network effects.® In many markets there

"7 We have written:

is "a natural tendency toward de facto standardization.
An emergence of a dominant standard is a natural feature of market
dynamics where customers care about adhering to the standards for
compatibility adopted by others, and where suppliers of important
complementary products and services experience significant economies of
scale, and consequently tend to support more vigorously those standards
that are anticipated to be more popular. In such market scenarios, rivalry
inevitably weakens some competitors because the smaller the chance that

3 Liebowitz and Margolis question whether there are any real-world examples of the market
settling on the "wrong" standard. See Stan Liebowitz & Stephen E. Margolis, Should Technology
Choice Be a Concern of Antitrust Policy?, 9 Harv. J. L. Tech. 283 (Summer 1996).

¢ Declaration of Franklin M. Fisher, p. 6, U.S. v. Microsoft Corp., No. 98-1232 (TPJ) (D.D.C)).
Professor Fisher was testifying in support of the Government's monopolization case against
Microsoft.

7 Michael L. Katz and Carl Shapiro, Systems Competition and Network Effects, 8 J. Econ. Persp.
93, 105-06 (Spring 1994). See also Mark A. Lemley and David McGowan, Legal Implications of
Network Economic Effects, 86 Calif. L. Rev. 479, 497 (1998): "Tipping is neither inherently

good nor bad. If the economics of a particular market dictate that having one standard is more
efficient than competition among standards, then 'tipping' to one standard is in theory inevitable..."
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their technologies will become (or persist as) a standard, the lesser the
appeal of these technologies to end users and to the suppliers of
complementary inputs.®

20.  Economics teaches that the circumstances in which network effects pose antitrust
and competitive concerns are sharply limited.” The scenario that GTE has described is an example
of what we have called "predatory systems rivalry."'® Competitive concerns are sometimes raised
when an incumbent selling a "system" (that is, a package of products that work together)
redesigns the system in a fashion that renders a rival's components incompatible. Such action may
be pro-competitive and in the best interests of consumers (for example, if the new design is
superior or if it stimulates further innovation), even though it puts rivals at a disadvantage. On
the other hand, such behavior may be predatory. The challenge is to identify economic criteria
that distinguish anticompetitive from pro-competitive product design decisions. As Katz and
Shapiro have pointed out, "compatibility can either increase or decrease competition, depending

on market conditions."!!

® Janusz A. Ordover & Robert D. Willig, Economist's View: The Department of Justice
Guidelines for the Licensing and Acquisition of Intellectual Property, 9 Antitrust 29, 34-35
(Spring 1995).

> See, e.g., Janusz A. Ordover & Robert D. Willig, An Economic Definition of Predation:
Pricing and Product Innovation, 91 Yale L J. 8 (1981); Janusz A. Ordover, Alan O. Sykes &
Robert D. Willig, Predatory Systems Rivalry: A Reply, 83 Colum. L. Rev. 1150 (1983). See also
Ordover's testimony as an invited witness in the FTC's Hearings on Global and Innovations
Based Competition, FTC Dkt. P951201 (1995).

1% Janusz A. Ordover & Robert D. Willig, An Economic Definition of Predation: Pricing and
Product Innovation, 91 Yale L.J. 8 (1981).

' Katz and Shapiro, supra note 3, at 30.
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21.  Many years ago, we formulated a series of tests to identify when a systems design
decision is anticompetitive. We explained that certain structural conditions must prevail if
predatory behavior is to be a feasible and rational business strategy. In particular, systems rivalry
cannot be anticompetitive unless the alleged "predator” firm has monopoly power at the outset
over one component of a system that is purchased by customers."* It is only fair to note that some
writers have criticized our tests because they believed we subjected system design decisions to foo
much antitrust scrutiny.”® Nevertheless, we believe there is general agreement among experts in
the field that in the absence of monopoly power, there should be no competitive concerns about a

firm's decisions to design its systems to be incompatible with those of its rivals.!*

22.  Economists have studied a number of standards wars and have tried to identify the
forces that led some firms to adopt noncompatible, proprietary designs and the factors that

influenced the outcome of such wars."> Several conclusions are noteworthy:

2 Janusz A. Ordover, Alan O. Sykes & Robert D. Willig, Predatory Systems Rivalry: A Reply,
83 Colum. L. Rev. 1150, 1152 (1983).

B Frank Easterbrook called our test "a plaintiff's dreamland." Comments on "An Economic
Definition of Predatory Product Innovation", in Strategy, Predation, and Antitrust Analysis, at
441 (Steven C. Salop. ed., 1981). See generally William E. Cohen, Competition and Foreclosure

in the Context of Installed Base and Compatibility Effects, 64 Antitrust L. J. 535, 557-560
(1996), for a summary of the literature surrounding our writings.

14 For example, in their recent paper on Antitrust in Software Markets, Katz and Shapiro discuss
the policy implication of a firm's decision to have closed interfaces. Their conclusion is that in the
absence of monopoly power, "any argument for mandatory open interfaces is weak at best." Katz
& Shapiro, supra note 3, at 40.

'3 See, e.g., Stanley M. Besen and Joseph Farrell, Choosing How to Compete: Strategies and
Tactics in Standardization, 8 Jnl. Econ. Persp. 117 (Spring 1994).
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(A)

)

©

A standards war poses very high risks to a firm initiating it because of the winner-
take-all tendency in markets prone to tipping; if the firm sponsors a standard that is
not accepted in the marketplace, it may find itself excluded altogether. Therefore,
if the battle can be avoided by the adoption of a common standard, a risk averse
firm should not launch a war based on a proprietary technology unless it is highly
confident of victory.'¢

In a war between an open standard and a proprietary standard, reliance on the

proprietary standard is especially risky. As Shapiro and Varian write:

[Flailure to open a technology can spell its demise, if consumers
fear lock-in or you face a strong rival whose system offers
comparable performance but is nonproprietary. Sony faced
precisely this problem with its Beta video cassette recorder system
and lost out to the more open VHS system, which is now the
standard. Openness will bolster your chances of success by
attracting allies and assuring would-be customers that they will be
able to turn to multiple suppliers down the road."’

In the telecommunications and Internet arenas, there has been a pronounced
market preference for open standards. Recent history is filled with examples of
companies that advanced proprietary standards, only to be defeated by open

standards.'® As Shapiro and Varian sum up:

Unless you are in a truly dominant position at the outset, trying to
control the technology yourself can leave you a large share of a tiny
pie.... The openness strategy is critical when no one firm is strong
enough to dictate technology standards. Openness also arises

16 Id; Michael L. Katz and Carl Shapiro, Systems Competition and Network Effects, 9 J. Econ.
Persp. 93, 111 (Spring 1994).

7 Carl Shapiro and Hal R. Varian, Information Rules: A Strategic Guide to the Network
Economy 197 (1998).

18 See Affidavit of Thomas B. London.
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naturally when multiple products must work together, making
coordination in product design essential.

In some industries with strong network characteristics, full
openness is the only feasible approach. For years basic
telecommunications standards have been hammered out by official
standard setting bodies, either domestically or internationally.!®
(D) A firm must have various strategic "assets" in order to have a chance of prevailing
in a standards war, particularly when competing against an open standard. Key
assets are (1) a superior technology protected by intellectual property rights,® (2)
a large installed base of customers who are "locked in" to the new technology,*
(3) a significant first-mover advantage,? and (4) strength in the complementary

products that customers will use.? Furthermore, to win a standards war, a firm

needs to convince its potential customers that its standard is likely to prevail. That

' Carl Shapiro and Hal R. Varian, Information Rules: A Strategic Guide to the Network
Economy 199, 201 (1998).

20 See Mark A. Lemley and David McGowan, Legal Implications of Network Economic Effects,
86 Calif. L. Rev. 479, 527 n.205 (1998) (pointing out that a company cannot expect to win a
standards war "before developing an intellectual property right" in its proprietary technology).

2! Carl Shapiro and Hal R. Varian, Information Rules: A Strategic Guide to the Network
Economy 270-71 (1998).

2 William E. Cohen, Competition and Foreclosure in the Context of Installed Base and
Compatibility Effects, 64 Antitrust L. J. 535, 536-39 (1996); Michael L. Katz and Carl Shapiro,
Systems Competition and Network Effects, 8 J. Econ. Persp. 93, 107 (Spring 1994); Stanley M.
Besen and Joseph Farrell, Choosing How to Compete: Strategies and Tactics in Standardization,
8 Jnl. Econ. Persp. 117, 122 (Spring 1994).

# Carl Shapiro and Hal R. Varian, Information Rules: A Strategic Guide to the Network
Economy 270-72 (1998).
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is because expectations are critical in a market with strong network effects, where

customers want to be on the winner's bandwagon.**

IV. ANALYSIS

A. The Global Venture Will Not Have the Monopoly Power Necessary
to Harm Competition Through the Implementation of an IP N rk

23, The first issues in considering GTE's argument are whether the Global Venture
does (or likely will) have monopoly power in the provision of any telecommunications services
demanded by the MNCs, and whether it does (or likely will) have monopolistic control over any
inputs critical to the IP network. If there is no such monopoly power, then adoption of
proprietary standards or a launch of a "standards war" generally does not create competitive
concerns, regardless of who wins. If there is no monopoly power, that should be the end of the
analysis. Stated another way, if a firm adopts proprietary standards or triggers competition for
the standard and ultimately prevails, there are likely strong efficiency (pro-consumer) reasons for
its success. In particular, such success is most plausibly due to the desirability of its offerings,

both as compared to rival proprietary standards, and as compared to alternative open standards.

?* Jonathan Farrell & Garth Saloner, Standards, compatibility and innovation, 16 Rand Jnl.
Econ. 70 (1985); Stanley M. Besen and Joseph Farrell, Choosing How to Compete: Strategies
and Tactics in Standardization, 8 Jnl. Econ. Persp. 117 (Spring 1994); Michael L. Katz and Carl
Shapiro, Technology Adoption in the Presence of Network Externalities, 94 Jnl. Pol. Econ. 822,
824 (1986).
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24. We have seen no evidence indicating that a joint venture of AT&T and BT does
(or likely will) have monopoly power in the provision of any telecommunications services
demanded by MNCs. A useful way to gauge the extent of the Global Venture's alleged market
power is to compare the market position that the Global Venture would have at its formation with
AT&T's position in the domestic long distance market five or ten years ago. In a series of
decisions going back to 1989, the Commission recognized that AT&T did not have market power
in providing interstate service to business customers, even though AT&T had a market share of
around 60%. The Commission reached this conclusion because AT&T had viable competitors,
because those competitors had substantial excess capacity, and because "business customers are
highly demand-elastic." They are "sophisticated and knowledgeable about the products they buy,"
and "routinely request proposals from carriers other than AT&T and accord full consideration to

these proposals."?

25.  Itisunreasonable to assume -- as GTE does -- that the Global Venture's market
power vis-a-vis the MNCs will be stronger than AT&T's position in the provision of interstate
services to business customers at the time that the Commission found AT&T to lack market
power. Although precise market share figures are not available, it is clear that the Global Venture
at its inception will have a share of the MNC global communications business that is far less than
the roughly 60% AT&T share that the Commission was considering in the U.S. interstate domain.

The Global Venture will face competition from several strong rivals in seeking the business of

» Motion of AT&T to be Reclassified as a Non-Dominant Carrier, 11 FCC Red. 3271, 3305-06
(1995); First Interexchange Competition Order, 6 FCC Rcd. 5880, 5887 (1991), AT&T Price
Cap Order, 4 FCC Red. 3379 (1989).
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MNC customers. Those customers are sophisticated and can well ascertain the business
consequences of selecting any particular vendor. In addition, we have seen no evidence that the
Global Venture will have market power with respect to any of the inputs required for competition
in the global market, such as international transport capacity and operating agreements for foreign

capacity.

26.  Because the AT&T/BT venture does not have monopoly power, there is no need
for any further analysis with regard to GTE's objection. A firm that does not possess monopoly
power in some pertinent domains cannot successfully harm competition by adopting a

noncompatible product design.

B. There Are Powerful Economic Forces Leading Carriers -- Including AT&T
nd BT -- to Adopt Open mpatible Interfaces in Their IP Networ

27.  Are there economic forces that create incentives for carriers to adopt open,
compatible interfaces for their networks? If such incentives are present, it is likely that the Global
Venture would act accordingly. Furthermore, the presence of such incentives make it likely that

the competitors of the Global Venture would also adopt open, compatible interfaces.

28.  Open, compatible standards have been the norm both in the evolution of
telecommunications networks and in the emergence of the Internet. By their nature,
telecommunications networks must have compatible interfaces because customers on one network

need to interconnect with customers on other networks. That need surely will not diminish with
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IP-based telecommunications services. The Internet itself has a history of open, compatible
standards, which are constantly reviewed and updated by standard-setting bodes such as the
IETF.*® Compatibility has been the key to the Internet's growth. "The success of the Internet is
due largely to its spectacular interoperability."”” As Lemley observed, "it seems indisputable that

the [Internet] market is driven towards standardization by a variety of forces."**

29.  One reason why a carrier developing an IP network is likely to select open,
compatible standards is to maximize the number of innovative applications developed by
independent software vendors (ISVs). As GTE recognizes, much of the value associated with an
IP network will come from the customer's ability to integrate software applications. GTE
professes to be afraid that the Global Venture will adopt proprietary interfaces, so that if an ISV
writes an application for the Global Venture's IP platform, that application cannot be used on any
other network. But if AT&T and BT choose this strategy, then ISVs would face higher costs
(because of the need to accommodate the Global Venture's proprietary design) and they would be
supplying a smaller market (because the software could not be used by customers on other
networks). Such a strategy, therefore, would reduce the incentive that ISVs have to develop

innovative applications for customers who use the Global Venture's IP network. In this type of

% One need only skim through the activities of the IETF's many working groups to appreciate the
breadth and depth of its standard-setting activities. See <http://www.ietf.org/proceedings/

08dec>.

7 Mark A. Lemley and David McGowan, Legal Implications of Network Economic Effects, 86
Calif. L. Rev. 479, 552 (1998).

» Mark A. Lemley, Antitrust and the Internet Standardization Problem, 28 Conn. L. Rev. 1041,
1045 (1996).
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situation -- when a firm must depend on the innovative activities of others -- there are strong

incentives toward cooperative standard-setting, as noted above.

30.  Compatibility will also be demanded by customers. They will insist that their
legacy systems be compatible with the IP network. They will insist that any applications they
purchase for use with the Global Venture network also function with the other networks they use.
(It is our understanding that many MNCs use more than one carrier in the United States; and, of
course, they typically rely on other carriers outside of the U.S. and the U.K.) They will want
seamless communications with their dealers, customers, important suppliers and trading partners,
and will expect the applications they buy to function on any "extranets" they establish with other
companies (which may use other carriers). MNCs are sophisticated buyers. As pointed out
above, they understand the advantages afforded by open standards and the risks of signing up for
a proprietary alternative: the new technology might not be compatible with their existing systems,
it may not be adequately supported down the road, and it could create room for opportunistic
abuse if they are locked in. Indeed, the very fact that AT&T and BT have announced their
intention to adopt open standards in their IP network is confirmation that this is what customers
want. Furthermore, it is important to recognize that, unlike in markets with many "atomistic”
buyers who cannot guide the evolution of the standards, MNCs have the incentive, knowledge
and sophistication to guide or influence the evolution of the standards in a manner that reduces

the chances of stranding and lock-in.

31 The argument presented by GTE assumes that once AT&T and BT establish their

IP-based network, they will be able to "migrate" their MNC customers to this network. We
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would not hold to any such assumption, even if the Global Venture adopted open standards. The
IP network will in many ways be a new technology, and the Global Venture (like every other

carrier) will have to earn the patronage of MNC customers.

32.  Inits objection, GTE alludes to Microsoft Windows and the "vicious circle" that
allegedly allowed Microsoft to capture almost the entire PC operating system market. This
example provides an instructive basis for comparison. All agree that Microsoft initially gained the
leadership position because of IBM's support for Microsoft's MS-DOS operating system.
Microsoft subsequently introduced a more ambitious operating system, Windows, with a graphic
user interface. Significantly, Windows was introduced into a "standards vacuum." There was no
set of industry standards or protocols to ensure compatibility among PC operating systems, nor
was there any organization supported by major industry participants working to develop such
standards. The only "standard" was Microsoft's own: it designed Windows to be backward
compatible with its own product, MS-DOS. By contrast, provision of telecommunications and
Internet services are blanketed with standards and protocols, which have been (and continue to
be) developed by well-established organizations and supported by the major companies in the

industry.

33.  In sum, there are strong economic forces that would lead any carrier to adopt open
interfaces. Thus, AT&T and BT must recognize that, regardless of what course they choose,
their competitors can readily adopt open, mutually compatible interfaces that comply with

industry standards. As discussed below, this would put the Global Venture at a competitive
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disadvantage if (contrary to all public statements) it were to adopt proprietary, noncompatible

APIs.

C. The Global Venture Cannot Ensure That Its Putative
Proprieta ndard Would Pr

34.  The next issue presented by GTE's argument is whether AT&T and BT have the
assets that would be necessary to make it likely that the Global Venture could win a standards war
with proprietary interfaces. If the chances of victory are not high, then AT&T and BT have
mutual incentives not to initiate a standards war by using proprietary APIs. Furthermore, if the
potential customers of the Joint Venture do not expect the Global's Venture's standards to become
dominant, they will be reluctant to get on that bandwagon and "lock" themselves into a
technology that may not be adequately supported and employed by others in the future. This, in

turn, would decisively undercut the Global Venture's chance of ever gaining dominance.

35.  According to GTE, the Global Venture could count on winning such a war
because of AT&T's and BT's "dominant position among MNC accounts.” But, as pointed out
earlier, their current position -- prior to the planned launching of the IP network in the year 2000
-- does not rise to the level of dominance. More importantly, there is no reason to believe that
AT&T's and BT's existing MNC customer base would be "locked in" to the Global Venture's
planned IP network. On the contrary, the fact that both AT&T and BT have so far been falling
behind in the IP race belies any notion that the Global Venture will have a "lock" on the IP

business of their existing MNC accounts.
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36.  As we explained earlier, it would be a high-risk strategy for the Global Venture (or
any carrier) to adopt an incompatible design. History teaches that proprietary standards relating
to the Internet have not fared well in competition with open standards. Unless they had a high
expectation of winning, it would be foolish for AT&T and BT to start a standards war. And, as
noted, unless MNCs expected the proprietary standard to become dominant, it would be unwise
for them to jump on that bandwagon for fear of being "stranded." It is hard to see how they could
form such an expectation, given that (1) AT&T and BT do not have a "first-mover advantage" in
the IP arena, (2) they do not control any significant IP technologies, and (3) much of the value to

customers of an IP-based network will come from software applications provided by third parties.

D. There Is No Reason for the Commission to Handicap the
Evolution of IP-B Telecommunications N r

37.  We have already explained why it is in the economic interest of AT&T and BT to
adopt open, compatible interfaces in their IP network, and why they would not be expected to win
a standards war if they were to adopt a proprietary, incompatible design. Suppose, however, that
a carrier were to achieve a technological breakthrough that allowed it to provide a markedly
superior IP platform. Under those circumstances, the carrier might decide to adopt a proprietary
design that employed the breakthrough technology, and if customers thought it valuable enough,
the design might conceivably prevail in the marketplace over an open design that did not include
the new technology. There is nothing in this hypothetical scenario that is inherently
anticompetitive or contrary to the public interest -- whether the innovators are AT&T and BT, or

someone else.
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38. In sum, the economic forces in the industry are consistent with AT&T's and BT's
statements that they intend to adopt open, compatible interfaces. There is no reason to expect
them to adopt a proprietary, noncompatible design, and no reason to expect them to win a
standards war if they were to choose such a strategy. In any event, these companies do not have
monopoly power, individually or collectively, and consequently the formation of the Global
Venture does not pose competitive or public interest concerns regardless of the strategy they

adopt in the IP marketplace.
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